AD-A254 811 9
ETT R

SURETY RBONDS AND SURETIES IN THE CONSTRUCTION INDUSTRY

DTIC

ELECTE
SEP 21992

BY AN

MARK F. OPENSHAW

{ DISTRBUTICN JTATEMENT &
. e e e g— 1

N, ,_éppé‘::;i‘:;a"fhc reiea:“__) 92:\24ﬁ§§
TTTHTHLRAE —
gl 7y

A REPORT PRESENTED TO THE GRADUATE COMMITTEE
OF THE DEPARTMENT OF CIVIL ENGINEERING IN
PARTIAL FULFILLMENT OF THE REQUIREMENTS
FOR THE DEGREE OF MASTER OF ENGINEERING

UNIVERSITY OF FLORIDA

Summer 1992

92 Y 02 183




SURETY BONDS AND SURETIES IN THE CONSTRUCTION INDUSTRY

BY

MARK F. OPENSHAW

A REPORT PRESENTED TO THE GRADUATE COMMITTEE
OF THE DEPARTMENT OF CIVIL ENGINEERING IN
PARTIAL FULFILLMENT OF THE REQUIREMENTS
FOR THE DEGREE OF MASTER OF ENGINEERING

DTIC QUALITY INSPECTED 3

UNIVERSITY OF FLORIDA

Summer 1992

' NTI3 iial
- WL Tas r“u
f Uananwenchd ]

|
:
.
N
|
|
|
|

Aooeawloa For

Tt 10 ieat i o

e e

Dist

\\,\’,’ | |

: Q%}OSA\_SL

u‘;tl‘uuxxsn/

quilatilxvy Codes
Avail 1rd/or
$pecial ‘

L




TABLE OF CONTENTS

Chapter One - Construction and Surety . . . . . . . .

1.1 Introduction . . . . e e s e s e e s .
1.2 Surety Bonds: What are They’ e e e e e e s

Labor and Material Payment Bonds . .
Performance Bonds . . . . . . . . .

l1.2.
1.2.
1.2 Bid Bonds . . & v ¢ ¢ 4 o« o o o o

.
W -

1.3 Who Requires Surety Bonds? . . . . . . . .

1.3.1 What Interest Should Architects,
Engineers, and Owners have in Bonds?

1.4 SuretiesS . . . ¢ ¢ ¢ ¢ o o o o o o o o o

1.4.1 Corporate Sureties . . . . . . . . .
1.4.2 Surety Agents . . e o e s o o o o
1.4.3 The SAA and the NASBP e e e e e o s
1.4.4 1Individual Sureties . . . . . . . .
1.4.5 Letters of Credit . . . . . . .« .
1.5 Obtaining Bonds . . . ¢« ¢ ¢ « ¢ ¢ o« o s o «
1.5.1 Indemnity . . . . +¢ ¢ ¢ ¢« o o o o
1.5.2 Bonding Capacity . . . « « « ¢« « .+
1.5.3 Bond Premiums . . . . . . « « « + &

1.6 Bonds and Contract Types . . . « ¢ « « .« =«

1 Design/Build . . . . . .
2 Cost Plus Fee Contract .
3 Joint Venture . . . . .
4 Construction Management

Chapter Two - Bonds and Sureties at Work . . . . . .
2.1 Obligations of the Surety . . . . . . . . .

2.1.1 Cancellation of Contract Bonds . . .

ii

[ SN o

N bW

11
13

13
15
17
17
21

22
26
27
28
31
31
32
32
32
33
33

35




Unbonded Jobs

2.2 Claims
2.2.
2.2
2.2
2.2.
2.2.5

2.3

2.4
2.
2.

2.5

2.6

2.7 Arbitration

2.8 Statutes of Limitation

Chapter Three - Barriers to Sureties

3.1
3.2
3.3 Blacklisting

Chapter Four - The Defaulted Contractor

4.1
4.2

Chapter Five - Conclusion .

Appendix A - Financial Statement Fitness

References . . . . .

Additional References

communicate and Plan
Minimize Losses

. .

Default by the Principal

The Contest for Retainage .

1 Elements of Recovery .
.2 Notice Under the Payment Bond
.3 "Pay When Paid" Clauses
4

Joint Check Arrangements .

by Subcontractors and Suppliers

The Contest for Construction Materials

Bonding Problems for Small Contractors
Environmental Problems

.

4.1 Notice Under the Performance Bond
4.2 Completion Options .

Diversion of Materials from Bonded to

Providing Financial Support to the Contractor

35
38
41
42

44
44

45

48

48
49

53
58
59
60
61
61
63
64
66

66
67

71

73

76

80



CHAPTER 1
SURETY AND CONSTRUCTION

1.1 Introduction

The concept of suretyship is an old one. The Bible,
the Code of Hammurabi, and the Magna Carta contain many
pertinent references to suretyship. Solomon warns in the
Book of Proverbs, "he that is surety for a stranger shall
smart for it." The leading issue in Shakespeare’s Merchant
of Venice was the contract of suretyship entered into by
Antonio and Shylock. Shylock was to take a pound of
Antonio’s flesh if Antonio’s friend, Bassanio, was unable to
pay his obligation to Shylock. .

Suretyship has far reaching applications in business
and commerce today, particularly in the construction
industry. Surety bonds play a major role in allocating
particular rigks within the tangled web of parties to a
construction project. Sureties guarantee the construction
contractor will meet its contract obligations, but a
construction project owner may find getting the surety to
act on its guarantee is not often an easy chore. Technical
defenses which rely on an overlap of commercial and surety
law make are often used successfully by sureties to minimize

their losses.




1.2 e Bonds: W 2

Simply stated, a surety bond is a guarantee against
failure to perform. Construction project owners often
require their prime contractors to purchase surety bonds as
a means of providing themselves protection against
contractor failure. Sureties agree to indemnify the bond
"obligee" (project owner) from losses it may sustain as a
result of the bond "principal’s" (contractor’s or
"obligor’s”) failure to perform its obligation. Suretyship:;
therefore, like insurance, transfers risk to a professional
risk-bearer. However, suretyship should not be confused as
insurance. Surety bonds are closer in likeness to a form of
credit than an insurance policy. A basic premise of
suretyship, as in any case involving the extension of
credit, presumes there will be no loss. When a banker
extends a line of credit, he fully expects loans to be
repaid. Therefore, surety bond premiums are essentially
"service fees" based on the cost of underwriting the bonds,
rather than actuarial principles.

Unlike the insurance industry, sureties are entitled to
be exonerated, indemnified, and held harmless from loss by
their customers (contractors). When there are losses,
sureties may assume the rights of the parties they protect
against their customer. These rights are enforced through

the principle of subrogation.




There are three types of bonds commonly required on

construction projects:
(1) Labor and Material Payment Bonds,
(2) Performance Bonds, and
(3) Bid Bonds.
Bid bonds are submitted to the project owner at the
time of bid submission. Payment bonds and performance
bonds are usually submitted by the winning contractor prior

to the start of work. They are generally referred to

collectively as "contract bonds."

1.2.1 Labor and Materijal Payment Bonds
Should the contractor default in his payment

obligations, a payment bond guarantees the surety will pay
subcontractors, laborers, and material suppliers those
amounts due to them under the terms of their contractual
agreements with the contractor. The payment bond ensures
the private owner will be able to take possession of a lien-
free project at project completion. Depending upon the bond
or the statutory provisions governing it, payment bonds
typically apply to subcontractors and suppliers to the
principal (prime contractor). However, question often
arises regarding the second-tier subcontractors, the
suppliers and materialmen of the subcontractor, and the
suppliers of the suppliers. Case law relies on the wording

of the particular bond (1:232).




The meaning of the word "labor" as used in the payment
bond is not restricted to physical labor. It is given a
broad meaning to accomplish the intent of the bond.
Technical and professional services used in inspection and
testing are covered under the bond; services performed in
connection with the transportation, loading, and unloading
of materials; and project supervision have been held to be
labor within the meaning for payment bonds.

The payment bond references the construction contract
and establishes a cumulative limitation, or penal amount,
which caps the surety’s total liability exposure on the
bond. A common limitation is fifty percent of the contract
pfice, even though it may not be sufficient to pay all

subcontractors and suppliers if all were to sue.

1.2.2 Performance Bonds

Performance bonds are written for the owner’s
protection. If the construction contractor fails to
complete the project in accordance with its contract, a
performance bond guarantees the surety will either (1)
complete the contract themselves, (2) arrange for another
firm to complete the contract, or (3) pay for the cost of
completion. However, the surety will not be responsible to
pay more than the penal sum or limit of liability stated in

the bond. The penal sum is usually equal to one hundred




percent of the contract amount. Project owners usually feel
there are too many risks to consider less.

The owner’s right to call on the surety to complete is
filled with technicalities. Most bonds require the
contractor to first be held in default. There are usually
substantial battles between the contractor and owner over
the propriety of the termination, and most sureties will
back the contractor in these fights. Also, many bonds
require that the project owner must give the surety the
option to complete the work before the owner can decide to
complete the work itself. The project owner has a duty to
minimize the damages to the surety as much as possible when
a contractor defaults. Thus, if the surety declines to
complete the contract after the contractor defaults, the
owner has a duty to obtain the lowest possible price when
awarding a contract to complete the project (2:31).

The performance bond incorporates the terms of the
construction contract by reference, including all warranty
periods required by the construction contract. In fact,
depending on the contract terms, the protection provided by
the performance bond cccasionally overlaps that of the
payment bond. Although a performance bond does not
guarantee the principal’s creditors will be paid, a recent
court decision (Case 1-1) ruled that, depending on the
express terms of the contract, the surety on the performance

bond may be made to pay a subcontractor’s claims.




Case 1-1 Performance bond may permit subcontractor
recovery (from 1:234)
L ]

The Superior Court of New Jersey, Appellate Division,
has ruled that a performance bond issued to a general
contractor for the protection of the owner may be used to
pay a subcontractor {[Amelco Window Corp. v. Federal
Insurance Co., 317 A.2d 398 (1974)1.

A prime contract for a university project provided
that the owner could require the general contractor "to
furnish bonds covering the faithful performance of the
Contract and the payment of obligations. . . .* Although
the contract further stated that the contractor would pay
for all labor, materials and tools, the owner only
required the posting of a performance bond.

The bond, obtained from a surety company, was issued
"in accordance with the terms and conditions of said
prime contract," which were incorporated in the
agreement.

After entering into several contracts, the general
contractor went bankrupt.

The question before the court was whether the
subcontractor could sue the surety company for payment of
its unpaid claims even though the bond contained no
provisions for payment of any subcontractor claims.

Noting that this was a case of first impression, the
court said that the rights of the subcontractor were
dependent upon the contractual relationship that existed
in the surety agreement. If the bond promised "either in
express words or by reasonable implication" to pay the
subcontractor, it would be a beneficiary to the surety
agreement.

Stressing that the wording of the bond did not
expressly exclude subcontractors from its coverage, the
court stated "the surety bond incorporates the prime
construction contract by reference, the two being
integrated must be considered together.”

The court concluded that the bond was conditioned on
the full performance of the contract and so the
subcontractor was permitted to sue the surety company for
its claims.

Many owners require their contractors provide
performance bonds due to the severe consequences of a

contractor’s failure to perform. Also, many lending




institutions require the ccntractor furnish a performance

bond as a precondition to financing (3:142).

1.2.3 Bid Bonds

A bid bond is a form of bid security. It accompanies a
bid and guarantees the bidder will either enter a contract
with the project owner within a specified period of time,
furnishing whatever bonds may be required by the contract,
or pay for any additional costs thc owner may incur in
contracting with the next lowest qualified bidder. The
bond’s stated limit is referred to as the penal sum, and is
the 1limit of the surety’s liability under the bond. The
principal is afforded the same limitation. The amount of
the penal sum is usually based on the probable range of bid
prices, typically between five and fifteen percent of the
amount of the contractor’s bid or proposal. The bond form
includes the determined percentage rather than a converted
dollar figure. This allows some flexibility, as contractors
will invariably wish to change their bid figures at the last
moment before submission. Oftentimes there may be several
contractors bidding on the same project with bid bonds from
the same surety. Even with the most respectable bonding
source, a contractor would be foolish to provide their exact
bid price on a bond before the bids are opened.

Should a contractor begin contract work before

submission of the required performance and payment bonds,




the bid bond has been declared in some cases to have
essentially the same meaning. There have been at least two
reported federal cases in which payment bonds were never
posted, yet unpaid labor and material claimants were
afforded recourse from the surety issuing the bid bond
(4:466).

The use of bid bonds often raises the question of
whether they constitute a performance commitment. When
asked this question, sureties reply that issuance of a bid
bond is essentially a commitment to post a performance bond
should the principal’s bid be accepted. However, they
qualify this based on the "fundamental status of the account
(having] not changed between approval of the bid bond and
the principal’s receipt of an award" (4:468). Among the
various changes which may occur, by far the most frequent
source of concern is the size of the principal’s bid in
comparison with the other bidders. Sureties pay very close
attention to the bid spread. Variations of ten percent or
more are almost certain to evoke serious reevaluation.
Sureties will often employ outside consultants to review the
contractor’s likelihood of success (4:468). At the very
least, the principal will have much explaining to do, and he
may find himself shopping for another surety. Serious
bidding errors will usually encourage the principal and

surety equally to drop out through the best available means.




This may involve agreement or renegotiation with the owner,
forfeiture of the bond, or litigation on the bid bond.

All sureties review the final bid results as soon as
available. Most sureties keep a continuous record of the
principal’s bidding history, and a careful tracking of its

standing in the reported results (4:467).

1.3 Who Requires Surety Bonds? Public vs. Private Works
The U.S. Congress passed the Heard Act in 1893

requiring contractors to obtain surety bonds on federal
construction projects. This was superseded by the Miller
Act (40 U.S.C. 270a-270d) in 1935. Virtually every state
followed with enactment of "Little Miller Acts." Aall
federal and most state, county, and city governments,
require performance and payment bonds on projects greater
than $25,000 (5:192).

Recognizing that federal projects are not subject to
mechanic’s liens, the Miller Act provides the only legal
recourse for an unpaid subcontractor or supplier to pursue
payment. When a contractor on a federal project fails to
pay his bills, the suppliers and subcontractors have the
right to sue the contractor in the name of the United
States. The suit must be filed in the U.S. District Court
that has jurisdiction over the area in which the contract
was performed. Because of this important public policy, the

scope of coverage stipulated in the Miller Act is mandatory.




A bond may provide broader coverage than required by
statute, but it may not provide less. In a sense, the
statute supersedes the terms of the bond itself. Missing
provisions will be read into the bond and restrictive
provisions which conflict with the statute will be ignored
(6:1).

Private projects use common law bonds whose coverage
and functions stand entirely on the provisions contained in
the bond itself. 1In contrast with Miller Act payment bonds,
bonds on private projects are not intended to primarily
protect subcontractors and suppliers. These bonds, usually
required by the terms of the construction loan agreement,
are designed to protect the owner and lender by keeping the
project free of mechanic’s liens. The bonds are usually
written and enforced in a manner which provides a payment
guarantee only to laborers, subcontractors, and suppliers
that have perfected their rights under the applicable state
mechanic’s lien statute. A party without lien rights on a
private project becomes a party without payment bond
protection. Since the bond serves to protect the private
owner, the owner may waive an existing bond requirement
without notice to the subcontractors and suppliers on the
project (6:7). It is common practice to use standard common
law payment bond forms approved by professional groups such

as the American Institute of Architects.

10




Under a Miller Act payment bond, first-tier
subcontractors and material suppliers, and second-tier
subcontractors and suppliers that deal with first-tier
subcontractors are protected. The payment protection of
this federal statute extends no further (7:2). As noted
previously, bonds on private projects usually apply to

unpaid parties that possess valid lien rights.

Surety bonds are a vital part of the competitive
bidding system on public contracts. Surety bonds go a long
way towards making it conscionable to award a contract to
the lowest responsible bidder. The bonds guarantee the
contractor will perform the construction project accofding
to the terms of the contract, on time, at the agreed upon
price, and free of liens.

In addition to protection for the owner,
subcontractors, and suppliers, those who design and award
construction contracts benefit from the requirement for
surety bonds. According to the surety industry,
subcontractors and suppliers quote their lowest prices for
bonded projects because they know the credit risk has
largely been removed (8:8).

Private project owners generally do not require surety

bonds. This difference between public and private projects

11




is a direct result of the laws and rules governing public
procurement by contract. Private industry traditionally
invites a few highly qualified bidders, whereas the federal
government opens the bid to all interested contractors. The
protection offered by surety bonds reduces the risk to the
government when it awards contracts to the lowest
responsible bidder. Bonding requirements noticeably
transfer the duty of investigating and qualifying a
contractor to an impartial party. The surety’s
investigation can be reasonably expected to be thorough and
reliable. A 1976 General Accounting Office study affirmed
the wisdom of the requirement for bonds, and stated that the
federal government was not equipped to prequalify
contractors itself (9:2).

There is an increasing trend among private owners to
require surety bond protection. It is worthy to note that
there are a few state statutes that require payment bonds on
privately financed work (5:186). Subcontractors and
material suppliers are often asked to provide bonds which
hold their primary contractor as the obligee. Prime
contractors that require their subcontractors to retain
their own bonds are often granted a greater capacity for

bonding by their surety companies.

12




1.4 Sureties

The concept of suretyship is as old as commerce itself
and can be traced back to early civilization. Prior to the
Industrial Revolution the only available sureties were
wealthy individuals. This method of protection often proved
to be unsatisfactory as the project owner was forced to
qualify the surety. Individual sureties were later replaced
by corporations whose financial worth was easily determined.
In the United States and Canada these corporations are often
divisions or subsidiaries of insurance companies. The U,S.
Federal Register publishes each July a list of such
companies. Individual sureties still exist today, but they

make up only a small percentage of the bonding market (8:9).

1.4.1 Corporate Sureties

Typically all contractors use the services of national
corporate surety companies whose specialties are the writing
of bid bonds and contract bonds for contractors. The firms
are subject to public regulation in the same manner as
insurance companies. They operate under charters and file
their schedules of premium rates with designated public
authorities. Since the true worth of a surety bond is no
greater than the surety’s ability to pay, project owners
retain the right to approve the surety company and the form
of bond. The federal government requires that all corporate

sureties proposed for use on federal projects be approved by

13




the U.S. Treasury Department. The resultant list of surety
companies approved for federal projects can be a valuable
reference for private owners also.

It is possible on contracts for private work to require
that the contract bonds be obtained from a particular
surety. However, this is opposed by most professional
organizations in favor of leaving the contractor free to
obtain bonds from a surety of its choice. There are a few
states with statutes that prevent an owner from requiring a
contractor to obtain contract bonds from a designated surety
(5:197).

On very large contracts single sureties may seek their
own protection by inviting other sureties to underwrite a
portion of the contract. Treaties are written between the
sureties much like reinsurance. The original surety remains
completely responsible for the penal amount of the bond as
far as the beneficiaries are concerned. Oftentimes the
original surety will take full responsibility for an initial
percentage of a bond as it is invoked, but share liability
for the remaining balance amongst a "pool" of sureties. The
financial resources which make up the pool are at far less
risk than the original surety’s resources which back up the
initial percentage. The surety companies determine the
percentage based on the complexity of the particular project
and the parties involved (10:1). The pool should be at a

relatively low risk compared to the original surety.

14




Sometimes the owner requires the contract bonds be
provided by cosureties, where two or more sureties split the
total obligation among them. This serves to spread the risk
over the participating sureties and thereby reduces the
amount of risk to which each is exposed. This also gives
the owner a measurable degree of protection against possible
financial default by a single surety. Cosureties are
occasionally necessary on large federal projects because of
limits established by the U.S. Treasury Department on the
maximum amounts of single contract bonds which a given

surety is permitted to execute (5:198).

1.4.2 Surety Agents

Most surety companies will only accept business through
independent agents and brokers. These agents are known as
surety bond producing agents. This is the person with whom
the contractor must deal directly when obtaining bid and
contract bonds. Their middle position benefits the
contractors and the sureties. The contractor has an
opportunity to dress rehearse every proposal, and has
someone available for consultation who is not only thinking
in terms of accepting or declining the bond application.
Mutual confidence can be created between contractor and
agent. This can be turned into candid and practical
suggestions and advice which can then be converted into

positive approaches to the surety. The agent is a trained

15



observer of the construction industry who has a detached
point of view and whose advice is therefore particularly
valuable to the contractor (9:19).

Understandably a contractor may get the impression that
the producing agent is unduly meddling in its affairs or is
overly limiting its volume of work. However, the contractor
should feel fortunate that the surety is interested in
helping avoid the many pitfalls associated with the
management of a construction firm. Like contractors, some
agents are more conservative than others. It is up to the
contractor to select a responsible and competent agent who
is responsive to its needs.

In keeping with Section IV of the English Statute of
Frauds, a surety bond must always be in writing (11:91).

The bid bonds and contract bonds that are provided to.the
contractor seldom, if ever, originate directly from the home
office of the corporate surety. The documents are prepared
and signed by the producing agent. 1In order to verify the
authenticity of the producer as an agent of the surety, it
is required that each construction surety bond include an
appropriate power-of-attorney form aftached to the bond.
This will be either without limitation, or subject to a
dollar limitation within which the agent is empowered to
execute the bonds. Other restrictions may be imposed on the
agent by the surety, but these are kept strictliy between

them. Some agents are given no discretion, while others may

16




be given a wide authority, often for only one or more
accounts (4:468). Either the bond document or power-of-
attorney should be impressed with the corporate seal of the
surety (8:9).

Despite the producing agent’s prominent role in the
bonding process, they have absolutely no role in the claims
process under the bonds. The sureties’ claims departments

deal directly with the involved parties.

1.4.3 The SAA and the NASBP

The Surety Association of America (SAA) is the trade
association and licensed rating/advisory organization for
the surety business. The Association currently represents
538 American surety companies. It engages in educational
activities, assists in developing potential markets and
lobbies for the interests of suretyship in the U.S. and
abroad (12:10).

The National Association.of Surety Bond Producers
(NASBP) is the international organization of professional
contract surety agents and brokers. It works toward

increasing the effectiveness of the surety industry (12:10).

1.4.4 Individual Sureties

The Federal Acquisition Regulations allow contractors
to pledge certain assets, such as real property, to support

a bond. Two separate individuals are normally required to

17



pledge, each with sufficient financial holdings to cover the
penal amount of the bonds. However, this unregulated
alternative has led to some unscrupulous activities,
especially during periods when contractors with less than
gold plated credentials cannot get bonds. There were
flagrant abuses during the 1980’s on both small and large
contracts. Most problems arose because the pledged assets,
if they existed, were pledged many times over. Case 1-2
from an account by Engineering News Record is a brief
illustration of what often happened. Although no direct
count of individual surety fraud cases was ever made, there
was enough lobbying from the various professional
construction organizations and the federal agencies being
bitten, that the subject was brought before the Senate
Subcommittee on Federal Spending, Budget, and Accounting in

1987, chaired by the Honorable Lawton Chiles (13:1).

18
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Case 1-2 Individual surety fails to complete Navy project
(from 14:29)

S

Several small Baltimore-area construction firms are
facing financial hardship because of what they claim was
the U.S. Navy’s negligence in not sufficiently
investigating a minority-owned contractor’s payment and
performance bonds from an individual surety.

The Navy awarded a $4 million contract through the
Small Business Administration in 1988 to renovate a
50,000 square foot Naval reserve training building at
Fort McHenry in Baltimore. The job was awarded initially
to Sheppard’s Interior Construction Inc., a locally based
minority-owned firm. It provided the Navy with surety
bonds from Jack Berman of Bay Harbor Island, Florida, and
the Navy accepted the bonds.

Sheppard’s filed for bankruptcy in March 1991 after
completing only a portion of the project and the Navy

turned the job over to Berman for completion. He
contracted with Dave Gemmel Inc. (DGI), a small Maryland
contractor.

Berman initially made payments to DGI for its work,
but those payments soon stopped, leaving the firm unable
to pay its subcontractors. DGI notified the Navy, but
the Navy continued making payments to Berman until it
finally terminated the contract with Berman. The
affidavit that Berman gave the Navy lists more than %14
million of assets, but DGI claims their private
investigator found Berman "doesn’t own anything."

Berman owes $412,000 ta DGI, and about $300,000 more
to several other firms which worked on the project.

L e

A rule took effect in 1990 which limits the types of
assets that may be pledged and requires that they be worth
at least the penal amount of the bonds. The rule notes
specific assets which are unacceptable, including: accounts
receivable, foreign securities, foreign real estate, a
surety’s main residence, jewelry, corporate assets, and
speculative assets such as mineral rights. In addition, the
surety must provide "objective evidence" of ownership of the
assets (15:18). Individual sureties must also provide the

19




federal government with a security interest in the pledged
assets through a lien on real estate or an escrow account
with a federally insured financial institution on other than
real property. Before accepting the bonds, federal
contracting officers are required to get a legal opinion on
"the adequacy of documents pledging assets" (16:16).

However, legislative and administrative moves under
consideration may lead to the establishment of a federally
sanctioned association of individual sureties, at least on a
test basis. A bill introduced by Congresswoman Cardiss
Collins (D-I11l.) would set up such an association. She said
the 1990 rule change "all but eliminated individual sureties
as a source of bonding for minority construction
contractors” (ml19:21). Under her bill the association would
be required to maintain a certain loss reserve and have
limits on outstanding work in process. In addition, a
contracting officer who denies a contract award to a firm
with an individual surety would have to publish the reasons
in the U.S. Federal Register (17:22).

The Association of General Contractors and American
Subcontractors Association were satisfied with the 1990 rule
change, and are now concerned with "the opportuﬁity this
bill offers to undermine the reasonable standards governing
individual surety" (17:22). The National Association of

Minority Contractors says the bill provides hope to hundreds

20




of minority firms "who are just barely hanging on" and

hoping for some relief from the rule change (17:22).

1.4.5 Letters of Credit

Contractors who do not qualify for corporate surety
bonds or cannot enlist the support of an individual surety
on public projects, often want to substitute letters of
credit for bonds. However, the Miller Act does not permit
the substitution of letters of credit. The type of letter
of credit which would be used to guarantee a contractor’s
performance is a "standby" letter of credit. It is normally
issued by banks and runs to the owner of the construction
project. The letter is executed by the owner upon demand.
The bank simply pays the amount of the letter of credit to
the owner (18:1). .

This contrasts sharply with the surety bond. The
performance bond is directly tied to an underlying contract
and responds if the contractor defaults in performing the
contract. The surety has duties to both the contractor and

the project owner.

1.5 Qobtaining Bonds

Today’s competitive environment makes the ability to
obtain bonding a high priority of construction firms. Firms

that do not have a bonding program in place cannot bid on

21




most public and many private projects. Surety bonding is
often considered to be a Contractor’s "lifeblood" (19:38).

To obtain bonding, generally a contractor must start
out in business performing work on which bonds are not
required, building a track record of several successfully
completed jobs, creating a record of owner satisfaction, and
establishing a record of prompt payment to subcontractors
and suppliers. Next the contractor must be able to convince
the surety that he is "qualified" to successfully undertake
the construction contract he is seeking. When weighing a
contractor’s qualifications, sureties traditionally consider
a contractor’s "three Cs": character, capacity, and capital.

However, a contractor is not qualified simply by having
money in the bank, or owning construction equipment, or
having previously constructed a building, or having a crew
of skilled workers, or having a good record of payment to
subcontractors and suppliers. These are all very important,
but the surety’s evaluation probes much deeper (20:8-5).

The surety underwriter thoroughly investigates the principal
to determine his likelihood of satisfactorily performing the
project to be bonded.

Surety companies will be more receptive to granting
bonding requests from contractors if they can show
consistent financial performance; good control over their
billing and collection procedures; a consistent ability to

estimate gross profit; and a willingness to disclose
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information about related transactions. The following list
from the SAA and NASBP brochure, ur First d, identifies
what a contractor will probably need to present to a surety
in preparation for its first bond:

An organization chart that shows the key employees and
their responsibilities:;

Detailed resumes of the firm’s owner and Kkey
personnel;

A business plan outlining the type of work the firm
does, how it obtains contracts, the geographic area in
which it operates, and its growth and profit
objectives;

A description of some of its largest completed jobs,
including the name and address of the owner, the
contract price, the date completed, and the gross
profit earned;

A plan outlining how the business will continue in the
event of death of the firm’s owner, or that of another
key employee;

Subcontractor and supplier references including names,
addresses, and telephone numbers of persons to
contact;

Evidence of a line of credit at the firm’s bank
(sureties look for an unsecured line of credit that
can be used to meet short-term cash requirements when
needed):; and

Letters of recommendation from owners, architects, and
engineers.

Sureties want to see fiscal year-end statements for
the firm’s past three to five years. Financial
statements should include:

Accountant’s Opinion Page

Balance Sheet

Income Statement

Statement of Cash Flow

Schedules of Contracts in Progress and
Contracts Completed

Schedule of General and Administrative
Expenses (21:5-8).

23




Financial statements can be prepared by accountants on
three levels, known as audit, review, and compilation.
Sureties prefer audited fiscal year-end statements. An
audit report with an unqualified opinion is the highest
level of assurance a CPA can give financial statements.
Auditing is a sophisticated process which involves gathering
and evaluating evidence to test the conformity of the
financial statements with generally accepted accounting
principles. A review statement consists principally of
inquiries of the firm’s people and application of certain
analytical procedures to the financial data. Although far
narrower in scope than a full audit, the review does provide
some limited assurance about the financial statements. A
compilation provides very little assurance of the
credibility of the figures because the accountant is not
required to follow normal audit procedures or acceptable
accounting principles.

Sureties look.for strong and complete financial
statements. They should be prepared using the percentage of
completion method of accounting to measure contract revenue.
Appendix A includes a list of suggestions to improve
financial statements in the eyes of a surety. The list is
from a manual entitled Boosting Your Bonding prepared by a
surety bond producing agent in Rockville, Maryland.

To establish and maintain a relationship with a surety

company, a contractor should develop an internal program to
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ensure constant communication. Successful financial and
operational management will present a strong, unified case
to the surety (22:4). Once a contractor has firmly
established relations with a suretv company, the
contractor’s bonding capacity becomes reasonably well
established. Future investigations by the surety are
concerned with keeping the contractor’s records current and
investigating the individual bond requests as they are
submitted.

When the firm’s maximum bonding capacity is approached,
or when an unusually large or completely new type of
construction project is proposed, approval of the bond
application may require a relatively long period of time or
it may be denied (5:199). Sureties are very interested in
the aspects of any new project which may somehow vary from
the contractor’s previous accomplishments. The most
important items of concern are listed here.

1. The essential characteristics of the project under

consideration, including its size, type, and nature.

Included here would be the identity of the owner and

its ability to pay for the construction as it proceeds.

2. The total amount of uncompleted work the contractor

presently has on hand, of both the bonded and unbonded

variety.
